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NOTES

Changes of venue or continuances should be granted when unusual
amounts of prejudicial publicity appear concerning the pending litigation. Once the trial has started, the court should not hesitate to
use its contempt power to maintain order in the courtroom.
Obviously there is no panacea for the problems that arise when
attention of the press becomes focused on an accused. Perhaps the
best suggestion as to how to solve the "conflict" between the guarantees of a free press and a fair trial was offered in Brumfield v. State:"19
There is little justification for a running fight between the
courts and the press on this question of a fair trial and a free
press. Both are basic and sacred concepts in our system of government. Both are in one Constitution and govern one nation
of millions of individuals. All that is required to preserve
both is for the press and the courts to place the emphasis on
the Constitution instead of themselves.
ROBERT M. LLOYD

CORPORATIONS:
BEFORE GOING PUBLIC: FEDERAL TAX
AND SEC CONSIDERATIONS
The phrase "going public" denotes the process by which the securities of a privately owned company are sold to the public. The
securities may be those belonging to the owners of the company, or
the company itself may sell shares. The offering may be partly for
the shareholders and partly for the company. When the dosed corporation has exhausted its borrowing capacity, on the basis of its present capital structure, and the shareholders do not have sufficient
personal funds to finance the company's needs, they may be expected
to ask counsel: "What about a public company?" The answer will
involve tax consideration, Securities and Exchange Commission statutes and regulations, state security statutes, and a total evaluation of
the corporation. This note will discuss some of the problems that
may arise in the preplanning stages-problems that must be anticipated before the corporation makes the final decision to go public.'
119. 108 So. 2d 33, 38 (Fla. 1959).

1. See generally
(1962).

PRACrrSING LAW INSTITUTE,

WHEN CORPORATIONS GO PUBLIC
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GENERAL PRELIMINARY CONSIDERATIONS

Normally, the decision to go public is based on a number of factors.
The primary reason from the corporate or business view may be to
raise additional working capital, or to obtain funds to finance a diversification or expansion program. Combined with these important motives, however, may be several subsidiary reasons prompting a corporation to sell its stock to the public. For example, creation of a market for the stock may make it more valuable for merger or acquisition
purposes and more attractive to potential executives who might be
lured by stock options.2
The shareholder may have personal reasons for wanting to go
public. If his investment in the closed corporation is the major asset
in his estate, it may be wise to diversify, for once the stock in the
closed corporation has a market some of his shares can be liquidated
and the proceeds invested in other securities. Without such a market,
the shareholder is exposed to the risk of excessive valuation of his
stock for estate tax purposes, without any assurance that this value
can be realized through redemption by the corporation or sale to
others.3
Going public may have serious disadvantages to the corporation
and its controlling shareholders. As part of the registration process,
important and previously confidential business information will be
disclosed, 4 and this disclosure will continue through annual reports
to shareholders. Pressure for dividends from public shareholders may
result in a drain on working capital. More important, a public offering is a high cost method of raising money-at least where the amount
involved is not large-and the total expenses, fees, and commissions
may be a significant portion of the total proceeds of the sale.
There are alternatives to going public. 5 A private placementthe sale of securities to one or only a few investors, usually institu2. The Revenue Act of 1964 purports to have eliminated the greatest deterrent to the use of stock options by the closely held corporation. The new
statute permits a good faith determination of the market value of the stock and
the issuance of qualified stock options based on that determination. Frei, Stock
Options in the Light of the 1964 Revenue Act, 42 TAXES 872 (1964); Rubenfeld,
Qualified Stock Options: Some Developing Problems Under the 1964 Revenue Act,
21 J. TAXATION 140 (1964). Cf. Allison, Phantom Stock Plans: An Increasingly
Popular Form of Executive Compensation, 22 J. TAXATION 342 (1965).
3. See SECTION OF CORPORATION, BANKING AND BusiNEss LAW OF THE AMERICAN
BAR ASSOCIATION, BUSINESS FINANCING 25 (1963); Weaver, Equity Financing for the
Small Firm, 34 Harv. Bus. Rev. March-April 1956, p. 91, in CORRIGAN & WARD,
FINANCIAL

4.

MANAGEMENT

56

(1963).

See J. P. L., The Conversion of Private Companies Into Public Companies,

103 SOL. J. 192 (1959).
5. See Carver, Tax Factors Affecting Debt-Equity Financing for a New Small
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tions-reduces the cost of raising capital and eliminates the disclosure
inherent in the registration process. The subsidiary advantages that
flow from creation of a public market, however, are not obtained,
and sale to an institutional investor may result in a concentration of
substantial voting power in the institution. A merger with, or a
sale to, a publicly held corporation will result in the shareholders
of the closely held corporation receiving marketable stock. Whether
such a transaction is attractive will hinge on the terms of the sale or
merger and on appraisal of the value and appreciation potential of
the stock to be received. But such an arrangement results in absorption of the corporation by the publicly held concern and a loss of
control. Moreover, if the transaction takes the form of an exchange
of stock, the shareholders may still be "locked in" because they must
agree to hold the acquired shares for "investment" unless these shares
are registered under section 5 of the Securities Act of 1933. 6
PREPARATIONS FOR GOING PUBLIC

Going public is never a simple process, but if counsel and the
shareholders planned well in advance, the changeover will be facilitated greatly. Before permitting a public flotation, the SEC will demand that the prospectus contain a detailed description of the activities of the corporation for the previous three years. 7 The underwriter
may require information dating back five years. 8 Thus, an essential
step preparatory to going public is a thorough review of the capital
structure and all non-arm's-length transactions9
Loans Between Corporation and Shareholder
Present Indebtedness to Shareholder. A high ratio of debt to
equity capital is likely in the closed corporation. The existence of
such a leveraged ratio poses the question whether the debt will be
recognized as a true debt obligation or treated for tax purposes as
additional equity capital. 10 In recent years the trend of judicial deciCorporation, 17 W. REs. L. REv. 773 (1966); McGowen, Voluntary Arrangements
To Save a Business, 1958 U. ILL. L.F. 515; Note, Financing a Corporation: A Case
Study, 1961 U. ILL. L.F. 151.
6. 48 Stat. 77 (1933), as amended, 15 U.S.C. §77e (1964).
7. Schedule A, 48 Stat. 88 (1933), as amended, 15 U.S.C. §77aa (1964); 17
C.F.R. pt. 210 (1964).
8. Larus, Going Public, 38 MAss. CPA REv. 92 (1964).
9. See generally Appert, Unwinding or Formalizing Non-Arms-Length Transactions Between Affiliated Taxpayers, N.Y.U. 21sT INST. ON FED. TAx 1353 (1963);
Special Going Public Issue, Fla. Certified Public Accountant, May 1962.
10. R. M. Gunn, 25 T.C. 424 (1955), aff'd, 244 F.2d 408 (10th Cir.), cert.
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sions has established that the ratio is only one of a number of considerations to be taken into account, and that equity-capital treatment
may result where the ratio is fairly conservative." As a result of these
decisions the basic tests are (1) whether, upon consideration of all
the relevant circumstances, there was any real business purpose for
the shareholder loans apart from tax considerations, or (2) whether
the purported debt was in fact put at the risk of the business in
substantially the same fashion as the amounts donated as equity capital so that repayment of the loans was dependent on the success of
the enterprise. 1 2 The Tax Court has indicated that debts issued for
"essential" assets are not bona fide. In Aqualane Shores," the shareholders incorporated with 600 dollars cash and transferred property
to the corporation in exchange for notes of 250,000 dollars. The court
held that the notes were actually equity in the corporation. A real
estate venture was involved, and the purpose of the corporation would
have been frustrated without the land.
Thus, there is a real danger that the notes will be treated as
equity capital for tax purposes; repercussions to both the shareholder
and the company could be serious. First, the deductions claimed by
the corporation for interest on the notes could be disallowed for all
open years,' 4 as well as in the future. Second, all payments to shareholders that arose from the notes as either principal or interest
could be treated as dividend distributions to the extent of earnings and profits of the company. 15 In such a situation, the corporation's stock would not sell to the public, and it is unlikely that an
underwriter could be found to handle the transaction. Accordingly,
prior to the public offering, steps should be taken to correct this potentially dangerous situation.
denied, 355 U.S. 830 (1957); Isidor Dobkin, 15 T.C. 31, aff'd per curiam, 192 F.2d
392 (2d Cir. 1950). See Bittker, Thin Capitalization: Some Current Questions, 10
U. FLA. L. REV. 25 (1957); Schlesinger, Acceptable Capital Structures: How Thin
Is Too Thin?, 5 U. FLA. L. REv. 355 (1952).

11.

B. D. Gilbert, 15 CCH Tax Ct. Mem. 688, rev'd, 248 F.2d 399 (2d Cir.

1957), on remand, 17 CCH Tax Ct. Mem. 29, afl'd, 262 F.2d 512 (2d Cir.), cert.

denied, 359 U.S. 1002 (1959); Gooding Amusement Co., 23 T.C. 408 (1954), aff'd,
236 F.2d 159 (6th Cir. 1956), cert. denied, 352 U.S. 1031 (1957).

12. Gilbert v. Commissioner, 248 F.2d 399, 406 (2d Cir. 1957). See John Kelley
Co. v. Commissioner, 326 U.S. 521, 530 (1958); Earle v. W. J. Jones & Sons, 200
F.2d 846 (9th Cir. 1952); Stutsman, Debt Financing Upon Incorporation, U. So.
CAL.

1960 TAX

INST.

655.

13. 30 T.C. 519, afJ'd, 269 F.2d 116 (5th Cir. 1959); accord General Alloy
Casting Co., 33 P-H Tax Ct. Mem. 977 (1964).
14.

"Except as otherwise provided in this section, the amount of any tax im-

posed by this title shall be assessed within 3 years after the return was filed.
INT. REV. CODE OF

1954, §6501 (a).

15. R. E. Nelson, 19 T.C. 575 (1952), acq., 1952-3 CuM. BULL. 5.
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One possibility, if economically feasible, is to require the corporadon to pay off the notes in full.16 This approach has the advantage
of limiting the company's exposure to disallowance of past interest
deductions and obviates such risk for the future. The corporation
may not, however, have the funds for such a transaction. Even if the
corporation is able to borrow corresponding amounts from other
sources, the resultant bunching of income in one taxable year at the
shareholder level could be disastrous. If the notes are held to be
additional equity capital, their repayment would be treated as a redemption of stock under section 817 (b) .17 Since it is unlikely that
the shareholder would qualify under any of the exemptions set forth
in section 302 (b), the redemption would be treated as substantially
equivalent to the distribution of a dividend under section 301 (a).:18
Thus payments on account of the notes would be taxed at ordinary
income rates to the extent of the company's available earnings and
profits. 19 The shareholders' basis for the notes would then be added
to their basis for the common stock.
Such treatment of basis was implicit in Barclay

Co.

20

In

that

case, a portion of the amount distributed to the shareholder was in
excess of earnings and profits of the corporation and thus was treated
as a return of capital.21 But this amount was also in excess of the
shareholders' combined basis of the stock and notes. Thus, the court
said that the basis of each shareholder's stock should be reduced to
zero, and the amount paid in excess of the total basis of the stock22
notes should be taxed as capital gain.
Another method of eliminating indebtedness of the corporation
is to have the shareholder transfer the notes to the corporation as a
contribution to capital so that neither party would realize a gain or
loss.23 According to the Regulations, such "payments are in the nature
16. If the corporation transfers assets instead of cash in cancellation of the
debt, the transaction will constitute a sale and the corporation may realize a gain
or loss, which will be a capital gain or loss if it is a capital asset. Lutz & Schramm
Co., I T.C. 682 (1943); Estate of John T. Harrington, 12 P-H Tax Ct. Mem.
1152 (1943). No loss deduction would be allowed if the shareholder owns more
than 50% of the outstanding stock. INT. R-v. CODE OF 1954, §267 (a)(I), (b). If
the value of the property transferred exceeds the amount of the debt cancelled,
the excess would constitute a dividend. Treas. Reg. §1.301-1 (j) (1960).
17. See notes 10-13 supra and accompanying text.
18. INT. RIv. CODE OF 1954, §302 (d).
19. Barclay, Inc., 33 P-H Tax Ct. Mem. 1863 (1964); R. E. Nelson, 19 T.C.
575 (1952), acq., 1952-3 Com. BuLL. 5.
20. 33 P-H Tax Ct. Mem. 1863 (1964).
21. INT. RFv. CODE OF 1954, §316.
22. INT. REV. CODE OF 1954, §301 (c)(3) (A); see Shield Co., 2 T.C. 763 (1943);
William D. P. Jarvis, 43 B.T.A. 439, 444, aff'd, 123 F.2d 742 (4th Cir. 1941).
23. INT. REV. CODE OF 1954, §118; Treas. Reg. §1.61-12 (a) (1960). See Robert
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of assessments upon, and represent an additional price paid for, the
shares of stock held by the individual shareholder, and will be treated
as an addition to and as a part of the operating capital of the company." 24 This approach does not avoid the danger of a challenge to
interest deductions claimed in the past;2 5 but it does prevent the in-

herent risk of income bunching at the shareholder level, which is
present if the notes are repaid. Also by getting the notes out of the
picture prior to the public offering, there is less chance, as a practical
matter, of a challenge being raised by the Service.
A third possibility is to require the shareholders to exchange the
notes for additional company stock. If the shareholders have the
requisite 80 per cent control,26 the exchange will be tax free pursuant
to provisions of prior law similar to section 351 (a) ;27 and once a
market has been established by the public offering, the stock received
may be sold in a transaction governed by capital gains rates. The
result is the same as that involved in a contribution to capital, with
one major difference-the contribution to capital will result in adding
the basis for the notes to the basis of the company stock already
owned; 28 whereas in the exchange, the basis for the notes will become

the basis for the specific shares received.29 The exchange does not protect against the inherent danger that the notes will be treated as
equity in the corporation. 0 It does, however, seem to provide the best
alternative in setting up the corporation for going public.
Loans From Corporation to Shareholder. Many of the problems
in disposing of indebtedness running from the shareholder to the
corporation are similar to those that arise in eliminating indebtedness in the other direction. There are also additional points to consider. In numerous cases the courts have found that withdrawals by
shareholders of corporate funds, purporting to be loans, were in fact
mere devices to conceal distributions of earnings and profits taxable
as dividends.31 The key question in such cases is whether it is intended
that the amount withdrawn will be repaid.32 The courts have tended
H. Scanlon, 42 B.T.A. 997 (1940), acq., 1941-1 CuM. BULL. 9.
24. Treas. Reg. §1.118-1 (1960); see Kasle v. United States, 75 F. Supp. 340
(N.D. Ohio 1947).
25. See note 14 supra.
26.

INT. R~v. CODE OF

1954, §368 (c).

27. Alexander E. Duncan, 9 T.C. 468, acq., 1948-2 Cum. BULL. 2.
28. Treas. Reg. §1.118-1 (1960); see Kasle v. United States, 75 F. Supp. 340
(N.D. Ohio 1947).
29. INT. REv. CODE OF 1954, §362 (a) (1).

30. See notes 10-13 supra and accompanying text.
31. See, e.g., Sheeris v. Commissioner, 284 F.2d 928 (7th Cir. 1960); Regensburg v. Commissioner, 144 F.2d 41 (2d Cir. 1944).
32. Clark v. Commissioner, 266 F.2d 698 (9th Cir. 1959); Wiese v. Coin-
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to be lenient to the taxpayers in these cases and have found the loans
to be dividends only when there was obviously no intention to
repay. 33 Even though questions may be raised regarding past reporting, 34 the underwriter will want such loan accounts of the corporation
cleared before the public issue.
If the shareholders' indebtedness is simply forgiven, the transaction will be treated as a corporate distribution that is taxable as
a dividend to the extent of earnings and profits.35 If the Commissioner
argues that the original loans were really dividends, the cancellation
would support his contention that there never was any intent to repay.
Adverse tax consequences are unlikely if the indebtedness of shareholders to the corporation is disposed of by payment. Actual payment
tends to establish a real intention to repay at the time the loan was
made and affords considerable protection against a claim by the Service that the loans were not bona fide and were in fact dividends. 36
Repayment may be ineffective if not made until after the Service
begins an investigation. In the case of Jesse B. Hawley, the tax court
said: "We cannot but regard the ...repayment as a post hoc attempt
to give the withdrawals a character which they did not have during
37
the year when they were made."
If property, rather than cash, is transferred to the corporation in
repayment of the debt, the tax consequences depend on the basis of
the property in the hands of the shareholder and the fair market value
of the property. If such property is worth more than the amount of
the note, the excess should be exempt from tax as a capital contribution under section 118. In Jacob M. Kaplan,38 the shareholder transferred stock into the corporation in cancellation of his loan. The fair
market value of the stock was less than the amount of the loan, and
the court sustained a finding by the Commissioner that the difference
constituted taxable income to the shareholder. If the fair market
value of the property transferred to the corporation equals the amount
of the note, the transfer of the property to the corporation will represent a sale by the shareholder. Gain or loss will be realized to the
extent of the difference between the cost basis of the property and
the face amount of the discharged debt.39 No deduction for a loss
missioner, 93 F.2d 921 (8th Cir. 1938), cert. denied, 304 U.S. 562 (1938); W. T.
Wilson, 10 T.C. 251, aft'd, 170 F.2d 423 (9th Cir. 1948).
33. See William C. Baird, 25 T.C. 387 (1955).

34. See note 14 supra and accompanying text.
35. Commissioner v. Makransky, 321 F.2d 598 (3d Cir. 1963); Hash v. Commissioner, 273 F.2d 248 (4th Cir. 1959); INT. REv. CODE OF 1954, §§301, 306.
36. See Victor Shaken, 21 T.C. 784 (1954); Carl L. White, 17 T.C. 1562 (1952).

37. Jesse B. Hanley, 8 P-H B.T.A. Mem. 332, 333 (1939).
38. 21 T.C. 134 (1953).
39.

INT. REv. CODE OF 1954, §1001.
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would be allowed if the shareholder actually or constructively owned
40
more than 50 per cent of the stock.
Leased Property
In a closed corporation it is not unusual to find that some of the
assets are owned by a shareholder and leased to the corporation. From
the corporation's standpoint it may be advantageous to continue the
lease arrangement. Since one of the reasons for going public is to
increase working capital, it follows that it would be desirable to
avoid tying up capital in plant investment at this stage. The rental
terms should be protected by a written lease.
It is important that the rental payments be fully deductible.4 '
If the lease contains an option to purchase or an automatic passage
of title at some determinable time, the Service will question whether
the arrangement is a true lease or a purchase agreement.4 2 If the latter, "rental" payments will be capitalized as a part of the purchase
price of the property. 43 In spite of the large number of cases in the
area,44 it is not difficult to avoid this problem if the parties are willing
to accept arm's-length terms. 45

If the terms of the new lease are substantially different from the
old arrangement, questions may arise as to the tax status of the prior
rentals. A finding that the previous rentals paid by the corporation
were excessive will result in their partial disallowance 46 as deductions
in all open years.47 If the disallowed rental has been paid to a shareholder, it will be taxable as a dividend.48
40.
41.

INT. REV. CODE OF
INT. REV. CODE OF

1954, §267.
1954, §162 (a) (3); Treas. Reg. §1.162-11 (a) (1960).

42. Rev. Rul. 57-371, 1957-2 CuM. BULL. 214; Rev. Rul. 55-540, 1955-2 CuM.
BULL. 39; Rev. Rul. 55-541, 1955-2 Cumr. BULL. 19.
43. See Commissioner v. Wilshire Holding Corp., 288 F.2d 799 (9th Cir. 1960);
Estate of Starr v. Commissioner, 274 F.2d 294 (9th Cir. 1959); Judson Mills, 11
T.C. 25 (1948); Weinstock, Use of Leases in Lieu of Purchasing Property in
Income Tax Planning, U. So. CAL. 1963 TAX INST. 755.
44. See Brown Printing Co. v. Commissioner, 255 F.2d 436 (5th Cir. 1955),
reversing 16 CCH Tax Ct. Mer. 164 (1957); Burroughs Adding Mach. Co., 9
F.2d 54 (8th Cir. 1925) (lease of adding machine with option to purchase by
making one monthly rental payment in addition to full rental; held, conditional
contract of sale); Stanley Imerman, 7 T.C. 1030 (1946).
45. See Southern Ford Tractor Co. v. Commissioner, 29 T.C. 833 (1958); West
Virginia Tractor & Equip. Co., 23 P-H Tax Ct. Mem. 64 (1954).
46. Brown Printing Co. v. Commissioner, 255 F.2d 436 (5th Cir. 1955), reversing 16 CCH Tax Ct. Mem. 164 (1957).

47.

INT. REV. CODE OF

1954, §6501; see Aqualane Shores, 30 T.C. 519, afl'd,

269 F.2d 116 (5th Cir. 1959); William C. Baird, 25 T.C. 387 (1955); Ainslie Perrault, 25 T.C. 439 (1955).
48. Stanwick's, Inc., 15 T.C. 556, afl'd, 190 F.2d 84 (4th Cir. 1951); Limericks,
Inc., 7 T.C. 1129, a!7'd, 165 F.2d 483 (5th Cir. 1948).
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If a shareholder who owns leased property desires to transfer it
into the corporation, he should be aware that section 351 may not
permit a tax-free transfer. This section requires that "immediately
after the exchange"4' 9 the transferor must be in control 5 of the corporation. According to the Regulations, "The phrase 'immediately after
the exchange' does not necessarily require simultaneous exchanges by
two or more persons," 51 but it does comprehend an integrated transaction. 52 Thus the exchange would be tax free.
If the transfer is not tax free, it will be a sale, and since it is likely
that the seller owns less than 80 per cent of the stock, the transaction
is beyond the scope of section 1239, which would treat the otherwise
capital gain as ordinary income.53 But the shareholder may still be
caught by section 1245 if the property is depreciable, or by section
1250 if the property is "depreciable realty."
Employment Arrangements
While operating as a closed corporation, management will often
protect its position by means such as pooling arrangements and voting
trusts. It is likely that the underwriter will demand that these agreements be eliminated before the public issue. Thus, the shareholders
should consider the feasibility of having employment contracts entered
into between the corporation and themselves, and other key employees, to insure, as much as possible, their continued employment
after public sale of stock.
The rate of compensation in the new agreement may raise questions as to the tax status of prior compensation payments. If the new
rate of compensation is substantially lower than the compensation
paid prior to going public, the corporation may be faced with tax
deficiencies resulting from the disallowance of a portion of the prior
compensation as being "unreasonable," 5 4 or as in substance a dividend. 55 Of course, it may be possible to explain the decrease in com49. INT.
50. IiNT.

REV. CODE

§351 (a).
OF 1954, §368 (c) defines "control" as: "[O]wnership of

OF 1954,

RFv. CODE

stock possessing at least 80 per cent of the total combined voting power of all
classes of stock entitled to vote and at least 80 per cent of the total number of
shares of all other classes of stock of the corporation."
51. Treas. Reg. §351-1 (a) (1) (1960).
52. Truck Terminals, Inc. v. Commissioner, 314 F.2d 449 (9th Cir. 1963).
53. Regarding possible use of installment sales contracts, see INT. REv. CODE
OF 1954, §453.
54. INT. REv. CODE OF 1954, §162 (a) (1).
See Brodsky, What Constitutes Reasonable Compensation: Contingent Compensation Plans; Factors in Proving Reasonableness of Compensation, N.Y.U. 19TH INST. ON FE. TAx 169 (1961); Dixon,
Planning Reasonable Compensation, N.Y.U. 19Tn INST. ON FED. TAx 181 (1961).

55. Treas. Reg. §§1.162-7(b)(1),-8

(1960).
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pensation by reason of decreased responsibility or decreased time devoted to the employment. If this is the case, it might be well to spell
out such changes in the employment contract.
If the new employment contract provides for salaries in excess
of what has been paid in the past, this fact may raise a question
whether the new salary level represents reasonable compensation2 6
57
or is in part additional consideration for the purchase of the stock
If certain borderline expenses (such as the cost of operating an automobile that is in fact used for both business and personal purposes
by the shareholder-employee) are discontinued when a corporation
goes public, this may give added ammunition to the Service in disallowing in part the past deductions to the corporation and in treating
the disallowed amounts as taxable income to the shareholders. 58 This
sort of cost will probably be disallowed unless treated as additional
compensation to the employee in the employer's tax reports.59
Shareholders' Buy and Sell Agreements
In the closely held corporation the principal shareholders often
enter into contracts with each other or with the corporation providing for an option to purchase the shareholders' stock on death at a
fixed or formula price. 60 If there is to be a public offering, any stock
covered by such an agreement must be released from the provisions
of the agreement before it can be sold.
One problem that arises in such a situation is that of a possible
gift tax liability. For example, if a son has an option to purchase
at death stock held by his father, which is a favorable option in the
light of current values, his gratuitous release of the stock from the
option may constitute a gift to the father.61 Even if there are crossoptions under which the stock of the first to die may be purchased by
the other at a fixed or formula price, a mutual release of options may
still involve a gift from son to father based on the greater actuarial
value of the son's option because of the probability that the father
56. J. D. Van Hoosier & Co. v. Glenn, 50 F. Supp. 279 (W.D. Ky. 1943);
Heatbath Corp., 14 T.C. 332 (1950); Drilling & Serv., Inc., 25 P-H Tax Ct. Mem.
1158 (1956).
57. Greene & Greene, 11 B.T.A. 643 (1928); George Haiss Mfg. Co., 26 P-H
Tax Ct. Mem. 939 (1957); Treas. Reg. §1.162-7(b)(1) (1958).
58. Rodgers Dairy Co., 14 T.C. 66 (1950); Moline Dispatch Publishing Co.,
11 B.T.A. 934 (1928). But see Fred W. Leadbetter, 39 B.T.A. 629 (1939).
59. INT. Rrv. CODE OF 1954, § §274 (a), (e) (3).
60. See Note, Buy and Sell Agreements and the Widow's Rights, 114 U. PA. L.
REv. 1006 (1966).
61. INT. REv. CODE OF 1954, §2511. See STEPHENS & MARE, THE FEDERAL ESTATE
AND GIFT TAXES 307 (1959).

https://scholarship.law.ufl.edu/flr/vol19/iss4/6

10

Rockwell: Before Going Public: Federal Tax and SEC Considerations
1967]

NOTES

will die first. Gift tax liability can be avoided by appropriate payments for the release that would otherwise be a gift, but this involves difficult problems of evaluation.
Stock option agreements perform two functions in the close
corporation context. First, they avoid the necessity of selling stock to
outsiders in the event of the death of one of the principal shareholders. The agreement permits surviving shareholders to purchase
the decedent's stock and retain control at a price that they can afford.
Second, these agreements solve estate tax problems because, if properly drawn, they fix the estate tax value of stock that otherwise might
be difficult to value. In addition, the agreement provides an opportunity whereby the estate can obtain sufficient cash to meet estate tax
liability. Neither of these two functions is necessary or desirable in
the public corporation. An option agreement would only hinder the
marketability of stock in a public corporation-a result that goes
against one of the basic purposes of going public. Further, once the
corporation has gone public, the estate tax valuation problem disappears, and the stock market provides a ready source of cash to pay
estate taxes.
Under these circumstances, continuation of the contract between
the original stockholders with respect to the stock not sold to the
public may serve no useful purpose and may have the effect of depriving the estate of the first to die of the full value of his stock.
Cancellation should be considered. The situation, however, should be
scrutinized closely for gift tax liability.
It may be worthwhile, before going public, to consider a deferred
compensation contract under which a portion of the salary to be
earned during the remaining years of active employment would be
deferred and paid after retirement.62 The deductions for any deferred
payment would also be deferred.63

"A" and "B" Stock
Going public involves (a) a "bail out," (b) a sale of securities
by the corporation, or (c) some combination of both. "Bail out" is
the underwriter's jargon (sometimes more euphemistically called a
"second offering") for a sale to the public by one or more of the
shareholders, with the cash purchase price received by such shareholders. This enables the inside group to withdraw a portion of their
investment from the business at capital gains rates. The original
shareholders, however, usually desire to remain in control of the
62. This type of contract has achieved some degree of certainty with the
publication of Rev. Rul. 60-31, 1960-1 CuM. BuLL. 174.
63. INT. RiEV. CODE OF 1954, §404.
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business, both from the operating point of view and with respect to
voting control. Usually they will prefer to rely on their salaries and
bonuses as in the past. But the prospective shareholders will want
equity ownership as well as annual dividend payments. Because of
these diverse and often conflicting desires of the inside group and
the public, the company should consider going public through the
vehicle of "A" and "B" stock.64 The insiders will continue to own
the class of common stock carrying voting control (class "A"), while
the public holds the class of stock with an exclusive or preferential
right to dividends (class "B").
Such techniques may raise important tax problems if the insiders'
shares are labeled "section 306 stock." 65 "Section 306 stock" is stock
other than common stock issued as a nontaxable dividend at a time
when the issuing corporation has either current or accumulated earnings and profits.66 The proceeds of the sale of "section 306 stock" are

taxed as the sale of a noncapital asset up to the amount that could
have been taxed as a dividend if cash, to the value of the stock, had
been distributed at the time of the original distribution of the stock.'Depending on whether the particular security is viewed as common
stock or "section 306 stock," the sale of class "A" or "B" stock may
result in capital gain or ordinary income. The selling shareholders
in a "bail-out" are expecting to realize a portion of their investment
at capital gains rates. Since considerable sums are usually involved,
the chance that the lump sum received could be taxed as ordinary
income, in whole or in part, might mean that a large part of the cash
received would disappear in taxes.68 Section 306 was enacted to prevent "bail-outs" at capital gains rates where, at the end of the series
of transactions, the equity ownership of the original shareholders
64. See Fager, Going Public, "A and B" Stock Waiver of Dividend, N.Y.U.
ON FED. TAX §306, 1407 (1963); Henderson, The Use of Different Classes
of Stock in Maintaining Control in the Close Corporation, N.Y.U. 24TH INST. ON
FED. TAx 531 (1966); Young, Preferred Stock Bail-Outs: Statutory Restrictions:

21sT INST.

Pitfalls and Continuing Opportunities Under the 1954 Code (Section 306), N.Y.U.
15TH INST. ON FED. TAX 431 (1957).

65. Shares issued directly to the public would not be considered "section 306
stock" even if such stock were properly classified as other than common stock
because it would not be a dividend at the distribution if money had been distributed in lieu of the stock. INT. REv. CODE OF 1954, §806 (c) (2).
66. INT. REV. CODE OF 1954, §306 (c); Treas. Reg. §1.306-3 (c) (1960); Freeland &
Stephens, The Commissioner and the Corporation, 11 U.

(1958).
67.

INT. REV. CODE OF

FLA.

L. Rav. 509, 528-32

1954, §301 (c) (1).

68. Stock received pursuant to a plan of reorganization, within the meaning
of §368 (a), is to be treated as "section 306 stock" only to the extent it has essen-

tially the same effect as a stock dividend or is received in exchange for "section
806 stock." INT. REV. CODE OF 1954, §306 (c) (1) (B).
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remained substantally unchanged. Chamberlin v. Commissioner 9 is
the standard example. Redeemable preferred stock was issued as a
stock dividend, which was then sold by the shareholders to an insurance company. Subsequently, the corporation redeemed the new preferred stock, leaving the original capital structure as it was before
the stock dividend, but with the original shareholders in possession
of cash, and the corporate cash account reduced by a like amount.
Congress felt that such a transaction had the same effect as an ordinary
cash dividend and accordingly enacted section 806.
At first, some writers7O thought that the use of two classes of stock
would circumvent section 306. But in 1957, the Commissioner issued
Revenue Ruling 57-132.7 1 This involved the recapitalization of a corporation, pursuant to which one class of common stock was converted
into two classes: (a) voting common stock; and (b) nonvoting common stock, which was redeemable by the corporation at 110 per cent
of book value. In all other respects the two classes were identical.
The Service ruled that the nonvoting common stock was "section 806
stock" since the right of redemption was not a characteristic of common stock. This ruling stands as a warning that some "A" and "B"
stock plans may be suspect under section 306. Apart from the redemption rights, what other differences might be material? When the only
distinction is with respect to voting rights, it seems that both classes
"A" and "B" will be treated, for tax purposes, as common stock. If
a difference in dividend treatment is involved, it may seem arguable
that the stock is not common, and therefore it must be "section 306
stock." This is not necessarily so. Preference as to dividends is merely
one characteristic of a preferred stock; preference in liquidation and
redeemability are equally important.72

It is not dear what provisions with respect to dividends will subject stock to treatment as "section 306 stock." The most conservative
approach would be to leave the dividend policy up to the board of
directors rather than to spell out any differences in the corporate
charter. Where the charter provides for no dividend preference on the
"B" stock (publicly owned), it is certainly arguable that the "A" and
"B" stocks are both common.73
69. 207 F.2d 462 (6th Cir. 1953), cert. denied, 347 U.S. 918 (1954), reversing
18 T.C. 164 (1952).
70. Breary, Recap via Two Classes By-Passes Section 306, 5 J. TAXATION 70
(1956); Harris, The Status of Preferred Stock Bailouts, 34 TAXES 403, 409 (1956).
71. Rev. Rul. 57-132, 1957-1 Cum. BuLL. 115.
72. See Dean, Rules Governing Preferred Stock Bail-Outs, N.Y.U 14TH INST.
oN FED.TAX 691 (1956).
73. The problem may then arise whether the owners of the "A" stock have
waived a dividend. In Rev. Rul. 45, 1953-1 Cum. BuLL. 178, a majority shareholder
"for bona fide business reasons" waived his right to all dividends for a limited
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Clearly, the redemption feature, as exemplified in Revenue Ruling
57-132, would violate the substance of section 306. But the normal
process of the privately held corporation going public is an irreversible
one. Consequently, it seems that the typical case of going public
through "A" and "B" stocks, absent a redeemable class of stock, should
4
not concern the Service as embodying a section 306 problem.
COSTS OF GOING PUBLIC

Going public is a slow, tedious, and expensive process. The
decision will involve major outlays for such items of direct expense
as underwriting commissions, SEC fees, documentary stamp taxes,
printing, and special legal and accounting fees. Management will
spend endless, valuable hours working with the attorneys, accountants,
and underwriters who will ask a great many penetrating, and in some
cases, embarrassing questions about the company, its history, and its
transactions with insiders.75 The extent to which these expenses will
be deductible by the company, either currently or by amortization,
will depend on the nature of the interest to be offered to the public.
It has long been established that costs incurred in connection with
the issuance of capital stock must be capitalized and cannot be made
the subject of a current deduction or amortization allowance regardless whether incurred upon the organization of a corporation or at a
later date.76 On the other hand, expenses in connection with incurperiod of time. The reason given was to meet certain legal requirements regarding
contemplated business. There was no relationship between the majority and minority shareholders. The Service ruled that the proposed waiver did not result
in income either to the waiving shareholder or to the corporation. But see Rev.
Rul. 56-431, 1956-2 CuM. BULL. 171, where the majority shareholder waived his
dividend rights; his relatives owned 25% of the stock, while the remaining 10%
was owned by nonrelated employees. The Service concluded that the majority
shareholder's primary purpose for signing the waiver was to afford benefits to
his relatives. HELD: he realized income to the extent of his waived interest in
any dividends actually paid and declared. Cf. Helvering v. Horst, 311 U.S. 112
(1940); Brundage v. United States, 275 F.2d 424 (7th Cir. 1960).
74. Section 306 does not apply when it is established to the satisfaction of
the Commissioner that the distribution and sale of the stock "was not in pursuance of a plan having as one of its principal purposes the avoidance of Federal
income tax." INT. REv. CODE OF 1954, §306 (b)(4).
75. Backus, A Timetable for Public Financing, 7 Prac. Law. Oct. 1961, p. 13;
Wheat & Blackstone, Guideposts for a First Public Offering, 15 Bus. LAW. 539, 552
(1960) (estimated cost of a $1% million offering is 535,000).
76. Such costs are considered as being a reduction of the gross amount received for the stock issued. United Carbon Co., 32 B.T.A. 1000 (1935), acq., 1947-1
CuM. BULL. 4, rev'd on other grounds, 90 F.2d 43 (4th Cir. 1937); I.T. 3026, XV-2
CuM. BULL. 83 (1936); I.T. 1836, H1-2 Cuar. BULL. 158 (1923). See INT. REv. CODE
OF 1954, §248.
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ring debt can be amortized ratably over the term of the loan.7 7 If the
public offering includes both stock and debt securities, only the portion of the expense reasonably allocable to the latter can be treated
as so amortizable.78 Allocation would logically be based on the respective gross proceeds to be realized from the sale of the stock and
9
the debt securites.
The fact that the bonds or other debt securities possess a right
of conversion into stock does not prevent amortization of the expense
of issuance. When, and as conversion occurs, however, no deduction
will be allowed for the then unamortized balance of such expense;
this sum is treated thereafter as though incurred upon the issuance of
stock.80 In Pierce Oil Corp.,81 the Board of Tax Appeals explained: 2
[W]hen the obligation of the bond becomes by substitution...
a share in the enterprise, the occasion for amortization ceases,
and the deductions which have theretofore been justified by an
anticipation of full payment must cease with the fall of their
supporting hypothesis.
A problem of allocation may arise as to handling accounting and
legal fees incurred during the process of going public. Often the services involved will benefit the corporation quite apart from the public
offering, and may currently be deductible as ordinary business expenses.8 3 An example is an audit that coincidentally is used for purposes
of the registration statement.
To the extent that the present shareholders join in the public
offering, they should bear their reasonable share of the expenses incurred. If the corporation bears all the expense, the portion properly
attributable to the selling shareholders may well be taxed to them
as a constructive dividend.- Any such expense paid by the selling
shareholder should be treated as selling expenses under section 212.
The decision to go public cannot be made intelligently unless the
possible tax consequences are weighed and considered. The effects of
a second area of federal law are also important; the decision to go

77. Helvering v. Union Pac. R.R., 293 U.S. 282 (1934); Chicago N. Shore &
M. Ry. v. United States, 326 F.2d 860 (7th Cir.), cert. denied, 377 U.S. 964 (1964);
I.T. 3806, 1946-2 Cum. BuLL. 41. See INT. RaV. CODE OF 1954, §171.
78. Rev. Rul. 59-387, 1959-2 Cum. Buu.. 56.
79. Ibid. See Baker, Debt Discount and Expense, 64 HARv. L. REv. 417 (1951).
80. Albert J. Ades, 38 T.C. 501, 511 (1962); T.D. 4603, XIV-2 Cumr. BULL. 58
(1935).
81. 32 B.T.A. 403 (1935).
82. Id. at 422.
83. INT. REV. CODE OF 1954, § 162.
84. Cf. I.T. 1279, I-I Cum. BuLL. 372 (1922).
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public cannot be made without consideration and familiarity with
the operation of the Securities Act of 1933.5
Impact of the Securities Act of 1933
The principal purpose of the Federal Securities Act is to require
full and fair disclosure of the material facts to the prospective purchaser of securities.5 6 The Government does not attempt to tell the
investor what securities he can or should buy; it merely attempts to
insure that the investor will have before him sufficient accurate information so that his choice can be a reasoned one.87
The Act seeks to accomplish this purpose by prohibiting the use
of interstate commerce or the mailss8 (a) to offer or sell securities un-

less a registration statement has been filed; 9 (b) to carry or transmit
a prospectus after a registration statement has been filed unless the
prospectus meets the requirements of section 10 of the Act; 90 (c) to
sell any security unless a registration statement has become effective; 91
or (d) to carry a security for the purpose of sale or delivery after sale
unless accompanied or preceded by a prospectus meeting the requirements of subsection (a) of section

10.

92

Some of the matters that must be contained in the registration
statement are: the nature and size of the business, the purpose of the
particular issue of securities, the capitalization of the issuer, its earnings and financial statements, the names of the persons who participate
in its management and control, and the nature of the securities being
85.

Securities Act of 1933, §§1-26, Schedules A, B, 48 Stat. 74-92, as amended,

15 U.S.C. §§77a-aa (1964).
86. For a general discussion of the philosophy of the Act see Dean, Twentyfive Years of Federal Security Regulation by the Securities and Exchange Com-

mission, 59 CoLua. L. REv. 697 (1959).
87. SEC v. Capital Gains Research Bureau, Inc., 375 U.S. 180 (1963); SEC v.
Ralston Purina Co., 346 U.S. 119 (1953) (applicability of the Act depends on
whether the particular class of person affected needs its protection); Columbia
Gen. Inv. Corp. v. SEC, 265 F.2d 559 (5th Cir. 1959); SEC Securities Act Release
No. 4552, Nov. 6, 1962.
88. One who offers or sells an unregistered security in violation of the Act is
liable to the purchaser for the consideration paid for such security, with interest,

less any income received thereon. Section 12, 48 Stat. 84, 15 U.S.C. §771 (1964).
The issuer, director, and others are liable under §11, 48 Stat. 82 (1933), as
amended, 15 U.S.C. §77k (1964) for material misstatements and omissions in a
registration statement. Willful violation of the Act may result in criminal sanctions. Price v. United States, 200 F.2d 652, 654 (5th Cir. 1953) (fraud is not a
necessary constituent of the offense); §24, 48 Stat. 87 (1933), 15 U.S.C. 77x (1964).

89. Section 5 (c), 48 Stat. 77 (1933), as amended, 15 U.S.C. §77e (c) (1964).
90. Section 5 (c), 48 Stat. 77 (1933), as amended, 15 U.S.C. §77e(b)(1) (1964).
91.
92.

Section 5 (c), 48 Stat. 77 (1933), as amended, 15 U.S.C. §77e (a) (1964).
Section 5 (c), 48 Stat. 77 (1933), as amended, 15 U. S.C. §77e (b) (2) (1964).
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registered.93 The prospectus constitutes a part of the registration
94
statement and contains most of the important information.
Since the Act prohibits the use of interstate commerce to offer or
sell unlisted securities, problems of definition are immediately presented. What is a sale? What is an offer? What is a security? All
of these terms have been the subject of litigation, even though offer,95
sale,9 6 and security97 are defined in the Act itself. The practitioner
should warn those making the offering that the SEC looks unfavorably
on activities likely to condition prospective purchasers. If prior to
the filing of the registration statement the company president makes
a speech forecasting the company's future, or if press releases or brochures are issued, the SEC may find an illegal offering of the securities. 98 In SEC v. W. J. Howey Co.,99 the Supreme Court found acreage
units to be securities within the meaning of the Act. 09 The acreage
units, in a Florida citrus grove, were sold to persons residing in distant
localities, lacking equipment and experience requisite to the marketing of citrus products and interested only in a return on their investment. 01
Next, the possibility of an exemption from the Securities Act must
be considered. There are two kinds: (1) exempt securities, 0 2 and

93. Schedule A, 48 Stat. 88 (1933), 15 U.S.C. §77aa (1964); §7, 48 Stat. 78
(1933), 15 U.S.C. §77g (1964).
94. Section 10, 48 Stat. 81 (1933), as amended, see 15 U.S.C. §77j (1964).
95. The term "offer" is broadly defined in the Act and is not restricted to
situations in which an express offering is made, but includes any attempt to dispose of securities. SEC v. Truckee Showboat, Inc., 157 F. Supp. 824 (S.D. Cal.
1957); §2 (3), 48 Stat. 74 (1933), as amended, 15 U.S.C. §77b (3) (1964). The term
is intended to reach every action reasonably related to the sales effort; its
meaning is not to be tested by the limitations generally recognized in ordinary
contractual relations. SEC v. Chinese Consol. Benevolent Ass'n, 120 F.2d 738
(2d Cir. 1941); SEC Securities Act Release No. 1256, Feb. 9, 1937.
96. Section 2 (3), 48 Stat. 74 (1933), as amended, 15 U.S.C. §77b (8) (1964).
SEC v. Addison, 194 F. Supp. 709 (N.D. Tex. 1961); SEC v. Franklin Atlas Corp.,
171 F. Supp. 711 (S.D.N.Y. 1959) (a delivery of shares is in and of itself a "sale"
of those shares).
97. Section 2 (1), 48 Stat. 74 (1933), as amended, 15 U.S.C. §77b (1) (1964).
98. This and other examples of offers are discussed in SEC Securities Act
Release No. 3844, Oct. 4, 1957. Cf. SEC v. C.M. Joiner Leasing Corp., 320 U.S. 344
(1943).
99. 328 U.S. 293 (1946); see Blackwell v. Bentsen, 203 F.2d 690 (5th Cir. 1953).
100. Section 2 (1), 48 Stat. 74 (1933), as amended, 15 U.S.C. §77b (1) (1964).
101. SEC v. W. J. Howey Co., 328 U.S. 293, 299-300 (1946).
102. Section 3, 48 Stat. 75 (1933), as amended, 15 U.S.C. §77c (1964). None of
the exempted securities or transactions is free from the penalties for violation of
the anti-fraud provisions of §17, or, with the execption of governmental, bank, and
other securities exempt by §3(a) (2), from liability under §12 (2) for recission or
damages for false or misleading statements or half-truths in the sale of securities.
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(2) exempt transactions. 10 3 Government and bank securities are examples of exempt issues.104 Pursuant to authority granted in section 3 (b) ,'10
the Commission has promulgated Regulation A,106 which
exempts securities when the aggregate offering price does not exceed
300,000 dollars and certain other conditions are met. Among these
conditions are that a specified form of notification be filed with the
SEC 0' 7 and that, except in certain cases involving not more than 50,000
dollars of securities,"'5 the offering be made by an "offering circular."109 Under Regulation A, any one person other than the issuer
(this would normally be an offering on behalf of a controlling person) 110 can sell securities having an offering price not exceeding 100,000 dollars."' An issuer may offer up to 300,000 dollars of securities
in any one period of a year without registration, but securities offered
by or on behalf of a controlling person will be charged against the
1 12
300,000 dollar exemption that the issuer might otherwise have.
There are several advantages to an issuer and its controlling shareholders in the use of the Regulation A exemption, primarily in the
matter of expenses. Printing costs and legal and accounting fees, for
example, are likely to be considerably lower under Regulation A than
they would be if the securities were to be fully registered. On the
other hand, underwriting costs and other expenses, expressed in
terms of percentage of the total offering price, are likely to be considerably higher."3 The practitioner may well find a full registration
more desirable.
103. Section 4, 48 Stat. 77 (1933), as amended, 15 U.S.C. §77d (1964).
104. Section 3(a)(2), 48 Stat. 76 (1933), as amended, 15 U.S.C. §77c(a)(2)
(1964).
105. 48 Stat. 76 (1933), as amended, 15 U.S.C. §77c(b) (1964).
106. Rules 251-63 of the General Rules and Regulations of the Securities and
Exchange Commission constitute Regulation A. See generally Frank, Processing of
Small Issues of Securities Under Regulation A, 1962 DUKE L.J. 507; Glavin &
Purcell, Securities Offerings and Regulation A, 13 Bus. LAW. 303 (1958).
107. The notification is filed on form I-A. Copies of the forms and instructions for their use may be obtained from the Administrative Division of the
Commission. If the SEC does not object within ten days of the filing, the seller
may proceed. 17 C.F.R. §230.255 (1964).
108. 17 C.F.R. §230.257 (1964).
109. 17 C.F.R. §230.256 (1964). Schedule I of Form 1-A specifies the information to be included in the offering circular; it is similar to that called for by a
full registration statement. 17 C.F.R. §239.90 (1964).
110. 17 C.F.R. §230.405 (f) (1964) defines "control" as: "[TJhe possession, direct
or indirect, of the power to direct or cause the direction of the management and
policies of a person, whether through the ownership of voting securities, by contract, or otherwise."
111. 17 C.F.R. §230.254 (a) (1964).
112. Ibid.
113. Wheat & Blackstone, Guideposts for a First Public Offering, 15 Bus. LAw.
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Section 3 (a) (11) of the Securities Act of 1933 exempts:

14

Any security which is a part of an issue offered and sold
only to persons resident within a single State or Territory,
where the issuer of such security is a person resident and doing
business within or, if a corporation, incorporated by and doing business within, such State or Territory.
This is called the "intrastate exemption," and SEC Release No. 4434
provides: 1 5 "[I]f any part of the issue is offered or sold to a nonresident, the exemption is unavailable not only for the securities so
sold, but for all securities forming a part of the issue, including those
sold to residents."" 6 It may be possible in the middle of Florida to
successfully carry out an offering in reliance on the intrastate exemption, but it would be very difficult to do so in New York City with
New Jersey on one side of the river and Connecticut only a few miles
in the other direction. This exemption is a very narrow one and
should be relied on only after the most careful consideration.
Section 4 (2) "1 exempts transactions by an issuer not involving
any public offering."38 In SEC v. Ralston Purina Co.," 9 the Supreme
Court indicated that the number of offerees is not conclusive as to
the availability of the exemption. The Court emphasized the purpose of the Act and held that "the applicability of §4 (1) should turn
on whether the particular class of persons affected needs the protection of the Act.' 20 Some authorities,' 2' however, maintain that, as a
practical matter, the SEC will treat an offering to not more than
twenty-five or thirty persons as private. It is the number of offerees
and not the number of purchasers that is important. If the purchasers
539 (1960).
114. 48 Stat. 75 (1933), as amended, 15 U.S.C. §77c (a) (11) (1964). See Mulford,
Private Placements and Intrastate Offerings of Securities, 13 Bus. LAW. 297 (1958).
115. SEC Securities Act Release No. 4434, Dec. 6, 1961.
116. Whether an offering is "part of the issue," that is, whether it is an integrated part of an offering previously made, is a question of fact and depends
essentially on whether the offerings are a related part of a plan or program.
Unity Gold Corp., 3 S.E.C. 618, 628 (1938). See Hillsborough Inv. Corp. v. SEC,
276 F.2d 665 (Ist Cir. 1960); SEC v. Los Angeles Trust Deed & Mortgage Exch.,
186 F. Supp. 830, 871 (S.D. Cal.), aff'd, 285 F.2d 162 (9th Cir. 1960).
117. 48 Stat. 77 (1933), as amended, 15 U.S.C. §77d (2) (1964) (78 Stat. 564
(1964) redesignated the second provision of former 11(1) as 1f(2)).
118. The term "public offering" is not defined in the statute. In 1934, however, the Commissioner published an opinion of the General Counsel, which discussed various factors relevant to whether a particular offering is public. SEC
Securities Act Release No. 285, July 20, 1934.
119. 346 U.S. 119 (1953).
120. Id. at 125; see SEC Securities Act Release No. 4552, Nov. 6, 1962.
121. THOMAS, FEDERAL SECURrrsS Aar HANDBOOK (1960).
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do in fact acquire the securities with a view to public distribution,
the original seller assumes the risk of possible violation of the registration requirements of the Act.12 2 This possibility has led to the
practice whereby the issuer secures from the initial purchasers representations, called "investment letters," that they have acquired the
securities for investment. But the letter is not conclusive as to actual
3
intent.12
The registration provisions of the Act do not apply to a sale by
a person who is not an issuer, underwriter, or dealer.1 2 4 This permits
casual public sales without registration, through brokers or otherwise,
of securities held by individuals in a company that they do not control.
However, "underwriter" is a technical word in the Act. 125 It is not
necessary to be in the securities business to be an underwriter. Anyone
126
who buys securities directly from an issuer or controlling person,
with a view to distribution,12 7 is an underwriter.12 8 As an underwriter,
the seller is prohibited from selling to the public without delivering
a prospectus1 29 meeting the requirements of the Act.130 There cannot
be such a prospectus without registration.
Any public offering requires a review of the Blue Sky Laws T- of
the states where the offering is to be made. 13 2 At the present time,
every American jurisdiction, with the exception of Nevada, has securities statutes on its books. 3 An extensive treatment of these laws is
122.

See note 88 supra. Cf. Gilligan Will & Co. v. SEC, 267 F.2d 461 (2d Cir.

1959).
123. SEC Securities Act Release No. 4552, Nov. 6, 1962.
124. Section 4 (1), 48 Stat. 77 (1933), as amended, 15 U.S.C. §77d (1) (1964).
See §4(2), 48 Stat. 77 (1933), as amended, 15 U.S.C. §77d (3) (1964); 17 C.F.R.
§230.154 (1964).
125.
126.

Section 2(11), 48 Stat. 74 (1933), as amended, 15 U.S.C. §77b(11) (1964).
See note 110 supra for the meaning of "control," which includes a

128.

Section 2(11), 48 Stat. 74 (1933), as amended, 15 U.S.C. §77b (11)

"controlling person."
127. "Distribution" is generally considered synonymous with the term "public
offering," discussed in note 118 supra.
(1964).

129. Section 5, 48 Stat. 77 (1933), as amended, 15 U.S.C. §77e (1964).
130. Section 10, 48 Stat. 81 (1933), 15 U.S.C. §77j (1964).
131. "'A definition of 'Blue Sky Law' is necessary. The state of Kansas, most
wonderfully prolific and rich in farming products, has a large proportion of agriculturists not versed in ordinary business methods. The State was the hunting
ground of promoters of fraudulent enterprises; in fact, their frauds became so
barefaced that it was stated that they would sell building lots in the blue sky in
fee simple. Metonymically they became known as blue sky merchants, and the
legislation intended to prevent their frauds was called Blue Sky Law.'" Cowett,
Federal-State Relationships in Securities Regulation, 28 GEo. WASH. L. REV. 287

n.1 (1959) (citing Mulvey, Blue Sky Law 36 CAN. L. T. 37 (1916)).
132. See generally Loss & CowarT, BLUE SKY LAW (1958).
133. Cowett, supra note 131; Hill, Some Comments on the Uniform Securities
Act, 55 Nw. U.L. REv. 661 (1961); see FLA. STAT. ch. 517 (1965).
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beyond the scope of this note, but it should be pointed out that
the requirements of the applicable Blue Sky Laws must be investigated
early in the process of going public. Blue Sky compliance requires
considerable expertise, especially when a number of jurisdictions are
involved, and time and timing are of the essence to a full public
distribution. Unlike the Securities Act of 1933, which only requires
disclosure of information and does not authorize the SEC to pass on
the merits of an issue, some state commissioners are required to decide
whether the security meets certain qualitative standards designed to
exclude offerings of a more speculative nature or of dubious investment value.
If it is necessary to qualify in a particular state, the appropriate
forms should be executed and sent to the securities commissioner of
that state immediately after filing with the SEC. This is necessary
because often the commissioners are extremely busy, and it is difficult
to get them to move quickly at the last moment. If there is any
question whether a security or the issuer must qualify in a particular
state, a ruling may be obtained based on a preliminary offering
circular or prospectus. Generally, approval of an issue is obtained
from the commissioner subject to telegraphic advice that the registration statement has become effective with the SEC. Counsel should be
careful to advise the commissioner immediately on such effectiveness,
and be sure to get a confirming telegram from the commissioner
before releasing an offering in the particular state. It is not sufficient
that approval has been granted subject to final notice of the effective
date of the registration statement. 34
CONCLUSION
In the absence of adequate judicial guideposts, the practitioner
must exercise considerable caution in passing on a restructuring of
a corporation in the process of going public. Lurking in the underbrush may be difficult tax problems involving loans between the corporation and the shareholders, leased property, employee compensation, buy and sell agreements, and the possible application of section
306 of the Internal Revenue Code. The requirements of the Securities and Exchange Commission must be reviewed and the possibility
of an exemption explored. Blue Sky problems should be anticipated.
Before recommending that a corporation go public, counsel should
study prospectuses of similar corporations. Frequently the prospectus
will reveal methods of preparing for the public flotation, which the
practitioner may find valuable. Certainly going public is not a simple
134.

PRACTISING LAW INSTrrUTE, WHmn

CORPORATIONs Go PUBLIC 120-21 (1962).
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